
Subject Index 

Accelerator effects, 70 
Arbitrage: capital mobility and, 365; 

Asset(s): defined, 54; financial 
panty levels and, 202, 321, 378-79 

institutions and, 365; futures, 197; 
real foreign position, 55; 
substitutability of, 12, 114, 124, 234, 
243-45, 249, 37411.3. See also 
Capital stocks; Foreign assets; 
Wealth 

Asset markets: capital mobility and, 259; 
equilibrium in, 203, 233, 237; fiscal 
expansion and, 230; intertemporal 
trade in, 198; shocks and, 157. See 
also Capital markets; Prices; and 
specific assets 

Balance of payments: central banks and, 
315; consumption tax and, 324, 329; 
depreciation and, 239; exchange rate 
and, 53, 320; fiscal expansion and, 
11 ; general equilibrium model, 15, 
309-48; inflation and, 347; interest 
rates and, 168; international reserves 
and, 321, 324, 326-32; monetary 
policy and, 340; money-in-utility 
function, 347; optimal tax policy for, 
14, 309-48; prices and, 165; targets 
for, 17, 326-31; tax policy and, 15, 
326, 332, 345; welfare costs and, 
330. See also Exchange rates; 
Exports; Imports; Trade balance 

Banking. See Central banks 

Bankruptcies, 143 
Barter economy, 334n.2, 33511.5 
Beggar-thy-neighbor policies, 91, 106, 

Bequests, 176, 193-94 
Blanchard’s model, 26, 210 
Bonds: balanced budget expansion and, 

158, 184 

242; deficits and, 12, 25, 248; 
equilibrium condition, 233; fiscal 
expansion and, 247-59, 270; foreign 
taxes and, 234; future taxes and, 25- 
26; market transactions, 312; 
measurable return of, 379; wealth 
and, 25, 35-36, 233. See also 
Capital markets 

Borrowing: consumption and, 205, 331; 
governmental, 21 1; inflation and, 
333; international, 318, 320, 324, 
330; subsidies and, 329-30, 33511.9; 
taxes on, 15, 318, 320, 331, 333, 
33511.6, 33611.14, 341-42; temporary 
negative shocks and, 164. See also 
Government debt 

Bretton Woods system, 73, 75 
Bruno method, 356 
Bubble paths, 142-44, 167 
Budget(+ balanced expansion of, 236, 

239-47, 260, 268; and balanced 
multiplier theorem, 149; constraints 
on, 5811.7; demand implications of, 
68; macroeconomic bliss and, 90; 
structural balances of, 256; surplus, 
192; utility maximization and, 313 

395 
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Budget deficits: asset stocks and, 285; 
bequests and, 193-94; bond- 
financed, 12, 248; buffer shocks and, 
119; capital flows and, 58n. 10, 372; 
causes of, 289; countercyclical, 174- 
75, 192; current account and, 24, 
209; cyclical adjustments in, 288-89, 
304-5; debt neutrality and, 209-13; 
exchange rates and, 66; exports and, 
176, 384; of Federal Republic of 
Germany, 21, 39-52, 178; fiscal 
expansion and, 138, 192; foreign aid 
and, 309; interest rates and, 24, 28, 
64, 289; international transmission 
of, 209; investment levels and, 361; 
lump-sum taxes and, I 1 ; monetary 
expansion and, 192; private 
consumption and, 281; private saving 
and, 32-33, 43-44, 368-69; 
reduction model for, 39-52; sharp 
rise in, 1; simulations for, 2; 
spillovers of, 68; targets for, 92; 
trade balance and, 174-75, 186; 
trade interventions and, 293-95, 
304; underestimated, 3; U.S., 1-2, 
21, 229; welfare and, 86, 274; zero, 
87. See also Balance of payments; 
Government debt; Government 
spending 

Business cycle, 13, 174 

Canada, 175-76, 372 
Capacity output. See Output 
Capital: asset pricing model and, 26211.6; 

exports of, 371-72; and 
expropriation fears, 366; fiscal policy 
and, 186-89; immobility of, 351, 
361, 364-66; intensity of, 355, 357, 
359; interest elasticity of, 64-65; 
international reserve targets and, 
334; labor ratio, 357; measurable 
return of, 379; output ratio, 357; 
trade interaction and, 188; user cost 
of, 69. See also Capital flows; 
Capital markets; Money supply 

consumption taxes and, 324, 333; 
function of, 15311.1; future effects 
of, 99; shadow value of, 328-30; 
stimulation of, 334; trade balance 
targets and, 345; utility and, 328; 
velocity shocks and, 105 

Capital demand, 315, 328-29; 

Capital flows: apparent mobility, 364-67; 
current account and, 24, 28; external 
balance hypothesis and, 370; fiscal 
contraction and, 132; fiscal deficit 
and, 58n. 10; fiscal expansion and, 
230; institutional factors and, 364; 
investment incentives and, 359-61; 
major disturbances to, 1; perfect 
mobility effects and, 82-83, 122-24, 
352-61; restriction of, 351; savings 
and, 53, 350, 364, 376; in steady 
state, 263n. 17; subjective 
uncertainties and, 366; tax reforms 
and, 17- 18, 349; tradable-goods 
sector and, 376. See also Capital 
demand; Capital markets 

Capital gains, 239 
Capital markets, 2; access to, 341-42; 

completeness of, 10, 225-26; 
consumption and, 220; development 
of, 197; economic policies and, 214; 
fiscal policies and, 197-227; 
government intervention in, 8, 173- 
74; government spending and, 201- 
5; imperfect, 9, 193-94; income 
effects of, 10, 209; international 
integration of, 259; investment 
relationships, 5711.5; in less- 
developed countries, 376; risk and, 
219, 378; savings relationship, 5711.5; 
segmented, 343-44; speculative 
bubbles and, 143; taxes and, 205-9, 
211; transaction costs, 201. See also 
Asset markets; Capital flows; 
Exchange rates 

Capital mobility. See Capital flows 
Capital stock: calculation of, 56, 5911.12, 

187-88; capacity output relationship 
to, 40; defined, 34; interest rates 
and, 33; prices and, 187; public 
spending and, 15311.3; savings and, 
361-62; valuation of, 69; war and, 
367-68; wealth effects of, 69. See 
also Asset(& Investments 

Cash-in-advance modeling, 310, 313-16, 
333, 339, 344-45, 347 

Central banks, 315; arbitrage and, 365; 
budget constraints in, 33511.8; capital 
mobility and, 365; interest-bearing 
reserves of, 334n.4; international 
reserves and, 322, 330; money-jumps 
and, 140; reserve targets, 320-26; 
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speculative attacks, 320. See also 
Capital markets; Exchange rates; 
International reserves 

Chicken model, 226 
Closed economies: competitive 

equilibrium in, 179, 187; IS-LM 
model, 160; savings vs. investment 
taxes, 352; self-contained model of, 
128; theory of, 184 

Clower model, 338-39 
Cobb-Douglas production function, 41, 

Cobb-Douglas utility function, 355-57, 

Commodity markets: clearing equation, 

65 

385 

281, 287; intervention in, 13, 273- 
99; utility maximization and, 178 

Common cause fallacy, 367 
Comparative advantage, exploitation of, 

Comparative statics analysis, 1 I ,  221 -26 
Competitiveness: capital inflows and, 

350: consumption and, 357; current 
account balance and, 53; demand 
contraction and, 137-41; 
equilibrium, 180: exchange rate and, 
136, 350; fiscal contraction and, 130, 
167; fiscal expansion and, 125, 230: 
fiscal-monetary policy mix and, 149- 
50; foreign investment and, 17; 
improvement of, 137; investment 
incentives and, 359-60, 373, 386; 
liquidity preferences and, 144; 
monetary policy and, 141; money 
demand and, 105; output demand 
and, 128-29: President’s 
Commission on, 349; production 
slowdowns and, 148; tariff setting 
and, 74; tax policies and, 17, 349- 
86; trade balance and, 375; of U.S., 
380-81 

39 

Confidence effects, 152 
Consumers: after-tax incomes vs. 

expenditures, 181; income 
redistribution and, 8; opportunity 
sets, 174; utility maximization, 178, 
217, 338, 380; welfare optimization 
and, 177-84 

targets and, 330; of capital, 187; 
competitiveness and, 357; domestic 
relative prices and, 324; elasticity of 

Consumption: balance of payments 

substitution, 65; fiscal deficit and, 
301; function of, 302; government 
policies and, 198-99; government 
spending and, 203-4, 209; 
government vs. private, 209; income 
and, 80; inflation and, 333; 
international borrowing and, 331; 
international financial markets and, 
220; international reserves and, 332, 
334; investment decisions and, 8; 
life-cycle path of, 212; maximization 
of, 202; money demand and, 152n. 1, 
329; in open economy, 174; optimum 
taxes on, 323-24; policy targets of, 
91; prices and, 80, 357; productive 
input and, 201; saving and, 25, 358; 
smoothing of, 195, 198, 205, 267, 
318, 33511.10, 343; subsidies and, 
312, 328, 330; substitution for, 314; 
tariffs and, 200; tax cuts and, 212- 
13; taxes on, 10, 206-9, 328-29, 
339; trade balances and, 316, 318; 
welfare optimum and, 183. See also 
Government spending 

Cost inflexibility, 140 
Credit: consumption tax and, 324; 

domestic, 16, 133, 325-26; foreign 
asset composition and, 333; 
international reserves and, 321, 332; 
reserve losses and, 136; reserve 
targets and, 343. See also Borrowing, 
international; Domestic credit 

Cross-moments, computation of, 224 
Currency: appreciation of, 168, 353; 

balanced budget expansions and, 
268; collapse of, 141-46, 168; 
depreciation of, 235-36, 321; 
economic bubble path and, 167-68; 
fiscal contraction and, 167, 169-70; 
fiscal expansion and, 28, 78, 125; 
foreign claims and, 59n. 12; foreign 
exchange market and, 312; inflation 
and, 88, 94-95; monetary 
contraction and, 78; price shocks 
and, 104; reserve targets and, 321; 
speculation in, 141; swaps of, 197: 
wage shocks and. 104. See also 
Dollar; Exchange rates 

and, 285; balanced budget expansion 
and, 240-41; bond-financed deficits 
and, 248, 253, 255-59; buffer shocks 

Current account balance: asset stocks 
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Current account balance (continued) 
and, 119; calculation of, 32, 40, 231; 
capital flows and, 28, 351; 
competitiveness and, 53; disposable 
income and, 282; economic shocks 
and, 362; fiscal contractions and, 
291-93; fiscal deficits and, 44, 289; 
fiscal expansion and, 28-30, 229; 
flexible exchange rate and, 235; 
foreign asset holding and, 23, 
26311.13; foreign claims and, 30; 
interest rate and, 29; investment 
incentives and, 359; less-developed 
countries and, 14; macroeconomic 
bliss and, 90; OECD, 14, 273-307; 
oil price shocks and, 273; open 
economies and, 270; output ratio, 
43; private capital transfers and, 27; 
productivity shocks and, 192; 
savings and, 18-19, 22, 350, 358; 
service account and, 239; targets for, 
92; tax policies and, 267, 352; trade 
balance and, 350; U.S. deficits, 1-2, 
21, 229, 373. See also Balance of 
payments; Budget deficits 

Debt. See Budget deficits; Government 

Debt neutrality, 13, 31, 33, 35, 277, 305; 
debt 

budget deficits and, 209-13; 
exchange rate and, 321; fiscal 
deficits and, 274; lump-sum taxes vs. 
current borrowing, 151; tests for, 
189, 281-82, 296 

Deflation, 140, 169-70 
Demand: balanced budget expansion 

and, 240-47: bond-financed 
expansion and, 247, 249, 253; budget 
deficits and, 209; determination of, 
355; fiscal contraction and, 137, 169- 
70; fiscal expansion and, 62-63, 230, 
236; fixed vs. floating exchange rates 
and, 157; foreign asset holding and, 
263n. 13; interest rates and, 66-68; 
for less-developed countries' 
exports, 283; for oil, 285; production 
reductions and, 147; tax cuts and, 
212; tax increases and, 207, 209. See 
also Output 

Demand shocks: exchange rates and, 
104, 117; strategic responses to, 
170-71; variance of targets under, 
101; welfare costs of, 171 

Density function, 220 
Deterministic comparative statics, 222- 

Deutsche mark, dollar and, 31 
Developed countries. See specific 

Developing countries: debt of, 274. 306; 

Diamond model, 186, 248 
Discount factors, 317, 355 
Discount rate, endogenizing of, 172 
Disinflation, 93-94, % 
Dissaving, government policies and, 198- 

Dollar: appreciation of, 48, 229, 265; 

26 

models, nations 

U.S. fiscal policy and, 230 

99 

bond-financed deficits and, 255-59; 
bubble path, 167-68, 256; capital 
exports and, 372; collapse of, 6-7, 
141-46; deficits and, 68, 268, 385; 
demand for, 24; depreciation of, 2, 
168, 379; deutsche mark and, 31; 
direct currency substitution shift, 7; 
fiscal contraction and, 136, 149; 
fiscal expansion and, 48, 51-52.62- 
63, 81, 229-30; flexible exchange 
rate and, 82; floating exchange rate 
and, 158; foreign interest rates and, 
31; overvaluation, 229, 26211. I ;  
portfolio models and, 270-71; 
production slowdowns and, 148; 
speculations and, 141, 143; strength 
of, 46-47, 80, 373; wealth transfers 
and, 63. See also Currency: 
Exchange rates 

Dollar standard, 75, 78; currency 
stabilization and, 4; demand shocks 
and, 117; fiscal expansion under, 82- 
83; fiscal policy and, 106-7, 114; 
fixed exchange rates and, 95; 
inflation shocks and, 116; price 
shocks and, 117; national budgets 
and, 66-67. See also Exchange rates 

Credit 
Domestic credit, 133, 325-26. See also 

Domestic wealth. See Wealth 
Dornbusch two-country model, 80, 122, 

Dynamic game theory, 80, 91, I19 
165-68, 171-72 

Economic shocks, 9; exchange rates and, 
157-58; policy responses to, 170- 
71; short-run vs. long-run offsets, 
156; steady-state equilibrium and, 
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81, 172; study of, 222; transmission 
of, 113. See also spec$c sector 

Economies: anticipation effects and, 
168-69; bubble path, 167; demand 
management in, 149; dynamic, 222; 
interdependent, 121 -72; Keynesian 
slack, 139; Lucas-tree, 223; 
overlapping-generations, 189; pure 
exchange, 174, 223; slowdown in, 
147, 149; stabilization policies, 151 - 
52. See also Economic shocks; 
spec& models 

Efficiency conditions, 331 
Efficiency gains, 216n.7 
Elasticity, of prices, 384 
Employment: consumption and, 357; 

fiscal policies and, 151, 167; full, 14, 
87, 138; investment incentives and, 
359; wage-price inflexibility and, 
157. See also Labor; 
Unemployment; Wages 

Envelope theorem, 313 
Environmental changes, models and, 120 
Equilibrium. See Macroeconomic 

equilibrium 
Equivalence. See Ricardian equivalence 

theorem 
Exchange rates: asset substitutability 

and, 243-44; balanced budget 
expansion and, 240-41, 268; balance 
of payments and, 53, 320; bond- 
financed expansion and, 248-49, 
255; capital accumulation and, 63; 
capital flows and, 372; central bank 
and, 315; consumer prices and, 87; 
crawling peg, 320; currency collapse 
and, 141, 168; current account 
balance and, 24, 28, 33; debt 
neutrality and, 321 ; deficit reduction 
and, 2, 44; demand and, 102-3, 157; 
destabilizing effects, 104; 
determination of, 41; dollar standard 
and, 95; domestic competitiveness 
and, 350; equilibrium, 315; European 
monetary policy and, 114; export of 
instability of, 161; fiscal contraction 
and, 7, 83-85, 132, 166; fiscal 
expansion and, 1 I ,  81-83, 229, 270- 
71; fiscal policy and, 39-54, 80; 
foreign asset composition and, 333; 
foreign claims and, 59n. 12; free- 
floating, 122; global recession, 149; 
index for, 56, 81-83; inefficiencies 

of, 89; inflationary shocks and, 115- 
16; interest rates and, 29, 41, 132, 
374n. 1; international reserves and, 
332; investment and, 350; 
macroeconomic adjustments, 91 ; 
monetary policy and, 256; monetary 
shocks and, 160-63; money market 
equilibrium and, 33611.14; money 
stocks and, 124; optimal policies in, 
176-84, 309-48; output and, 136, 
160-63; overvalued, 146; policy- 
induced collapses, 146; portfolio 
models and, 270-71; production 
slowdowns and, 148; risk and, 145, 
158; saving-investment behavior and, 
22, 53; sequencing of transactions, 
312; stabilization of, 131-37; sticky 
prices and, 45; systems of, 73-120; 
tax-financed expansions and, 267; 
trade balance and, 39, 233, 239; 
wealth effects, 13. See also Capital 
markets; Currency; Fixed exchange 
rates; Flexible exchange rates; 
Floating exchange rates; Real 
exchange rates 

Exports: current account balance and, 
40; deficits and, 384; fiscal expansion 
and, 176, 192; government 
expenditures and, 204-5; home to 
foreign ratio, 5811.8; investment and, 
352; monetary expansion and, 192; 
nontraded-goods and, 357; output 
and, 33, 39; private saving and, 30; 
procyclical, 192; subsidies for, 16, 
318; target levels for, 15, 340. See 
also Balance of payments; Trade 
balance 

Expropriation, 366, 371 
External balance hypothesis, 369-73, 

377, 379 

Factor prices, corporate tax changes and, 

Factor supply effects, 334 
Farmers, investment incentives and, 360 
Federal deficits. See Budget deficits 
Federal Republic of Germany: deficits of, 

354-55,357 

21, 39-52, 178; fiscal restraint in, I, 
54; GNP vs. tax revenue, 178; 
saving-investment model, 30-39; 
structural balance of, 256 

Feldstein doctrine, 66 
Financial markets. See Capital markets 
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Finite lives, 193 
Fiscal contraction: anticipation of, 168- 

70; economic activity, 149; effects 
of, 130-41, 166-67; exchange rate 
and, 166; monetary expansion and, 
171; real output and, 135-36; U.S. 
vs. rest of world, 137-39 

Fiscal deficits. See Budget deficits 
Fiscal expansion: balanced budget, 138, 

236, 239-47, 260, 268; bond- 
financed, 12, 247-59; budget deficits 
and, 192; competitiveness and, 125; 
currency valuation and, 51-52, 67, 
78; dollar appreciation and, 229-30; 
dollar standard and, 82-83; effects 
of, 62-63, 81-85, 138-39; financing 
of, 234-35; flexible exchange rate 
and, 79-85; inflation and, 95; 
interest rates and, 270, 307; 
international interdependence and, 
87-88, 229-71; money supply and, 
114; negative transmission of, 83- 
84; net exports and, 176, 192; in 
open economies, 23 1. See also 
Dollar 

Fiscal policies: clean float and, 114; 
current account balance and, 292, 
377; cyclical factors and, 3, 288-89, 
304-5; decentralized policymaking, 
184-86; demand and, 65; 
distortionary, 200; dollar 
appreciation and, 265; dollar 
standard and, 114; domestically 
optimal, 221; economic shocks and, 
115, 149; exchange rates and, 106, 
146; global efficiency of, 91; 
government expenditures and, 201; 
income redistribution and, 173; in 
industrial economies, 73-120; 
interest rates and, 13, 53-54, 273- 
307; international financial markets 
and, 197-227; lag time of, 152; in 
large economy, 184; long-run effects 
of, 135; monetary policy interaction, 
85-89; multipliers for, 77-85; 
noncooperative rules for, 91-92; in 
OECD, 4-5, 184, 288-93; in open 
economies, 8-9, 173-95, 269-70; 
prices and, 219; production 
slowdowns and, 148; in pure 
exchange economy, 176-84; risk 
diversification, 219; shifts in, 39-52; 

and stabilizing actions, 151 -53; 
tightening of, 130-41; trade patterns 
and, 296; transmission of, 78-85, 
230, 270; in uncertain environments, 
156; U.S.,  6-7; wealth and, 68; 
welfare and, 115, 218, 221. See also 
spec$c policy model, type 

Fixed exchange rates: monetary policy 
and, 115; random walks and, 268- 
69; tax reductions and, 360. See also 
Exchange rates 

current account balance and, 235; 
destabilizing effects, 104-5; dollar 
standard and, 95; fiscal policy 
transmission and, 4, 106-7; vs. 
floating, 157-64; noncooperative 
policies and, 5; system of, 74-75, 
79. See also Exchange rates 

Floating exchange rates: equilibrium, 87; 
fiscal expansion and, 1 15; fiscal 
policy transmission and, 77-79, 
106-7; vs. fixed, 157-64; inflation 
shocks and, 4-5, 94-95, 116; 
monetary shocks and, 105; price 
performance and, 89; system of, 74. 
See also Exchange rates 

Foreign aid: government spending and, 
309; investments and, 367; OECD, 
274; personal saving and, 198-99; 
tax rates and, 309 

Foreign assets: calculation of position, 
55; trade balance and, 238; U.S. 
decumulation of, 230; wealth and, 
318. See also Asset(s); Investments 

Foreign claims: calculation of, 59n. 12; 
current account balance and, 30; 
investment and, 352 

Flexible exchange rates, 79-85, 102; 

Foreign exchange. See Exchange rates 
Foreign investments. See Investments 
Foreign production. See Balance of 

payments; Imports; Tariffs; Trade 
balance 

France, structural balance of, 256 
Frenkel-Razin model, 209- 13 
Futures markets, trade in, 197 

Game theory, 5, 171 
General Agreement on Tariffs and Trade 

(GATT), 74 
General equilibrium model, of monetary 

economy, 15, 309-48 
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Germany. See Federal Republic of 

Gold standard, 73, 75 
Goods markets: equilibrium in, 202-3, 

213; factor price frontier, 355; 
imperfect substitutes, 80; marginal 
rate of substitution, 319; shocks and, 
157. See also Demand; Output; 
Trade balance 

Government borrowing. See Borrowing; 
Budget deficits; Government debt 

Government consumption, 26, 195 
Government debt, 2; calculation of, 5 5 ,  

59n. 12; deficit spirals and, 139; 
Diamond model of, 186, 264n.20; 
fiscal expansion effects on, 63; 
inflationary erosion of, 288; interest 
payments on, 229-30, 305-6; output 
and, 81; real value of, 34; and risk 
premium, 139. See also Borrowing; 
Budget deficits; Debt neutrality; 
Government spending 

Government deficits. See Budget deficits 
Government spending: bond-financed, 

25, 247-59; currency value and, 267; 
deficit-financed increase in, 13; 
demand and, 236; foreign aid and, 
309; interest rates and, 260; 
international financial markets and, 
201 - 5 ;  rate of return differential 
and, 240; service account and, 242; 
slowdown effects of, 291-93; 
socially-optimal level of, 10, 203; tax 
revenues and, 207, 267. See also 
Consumption; Fiscal expansion 

Great Britain. See United Kingdom 
Gross domestic product (GDP): 

calculation of, 56; deflator, 80; 
macroeconomic bliss and, 90 

Gross national product (GNP): floating 
exchange rates and, 115; misleading 
forecasts, 156; vs. tax revenue, 175- 
76 

Germany 

Heteroscedasticity, 3 1 
Households: adjustments to wealth 

holding, 360; financial access and, 
213-14; life expectancies of, 27-28; 
savings, 25, 30-39. See also Income 

Imports: consumption taxes on, 325; 
current account balance and, 40; 

elasticity of demand for, 57n. 1; 
government expenditures and, 204- 
5 ;  interest rates and, 68; investment 
and, 352; output and, 39; 
substitution for, 12, 15, 114, 124, 
234, 243; target levels for, 15, 310, 
340. See also Balance of payments; 
Trade balance 

Incentive compatibility conditions, 322 
Income: allocation of, 218; bond-financed 

expansion and, 248; consumption 
and, 80; corporate taxes and, 352, 
355; current account balance and, 
282; desired wealth and, 31; 
generational transfers of, 194; global, 
133; Keynesian effects on, 363; 
Koyck specification for, 306; 
marginal utility of, 220; 
measurement of, 281; monetary 
demand and, 123, 153n. 1; national, 
13, 186; oil price shocks and, 273; 
redistribution of, 8, 1 1  ; savings and, 
39, 367; smoothing of, 174; trade 
balance and, 316, 318. See also 
Wealth 

Tax policies 

countries, models 

Income taxes, 174, 214, 375. See also 

Industrial economies. See specijic 

Infinite-horizon optimization, 181, 190 
Inflation: Clower constraint and, 339n. 1; 

consumption taxes and, 333; core, 
123; currency and, 5 ,  88, 141; 
distortionary effects of, 347-48; 
exchange rates and, 115-16; export 
of, 87; fiscal contraction and, 169- 
70; fiscal expansion and, 81, 95; 
fixed exchange rate and, 133; 
government debt and, 288; interest 
rates and, 333, 346; international 
borrowing and, 333; macroeconomic 
targets and, 5 ,  90-94; money stock 
growth and, 6, 140; oil price shocks 
and, 274; production slowdowns 
and, 148; recession and, 131; shock 
effects, 93-96; trade balance and, 
38111.2 

Interest rates: absorption function, 232; 
balanced budget expansion and, 
242-47; bond-financed expansion 
and, 247-56; capital accumulation 
and, 63; capital controls and, 373; 
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Interest rates (continued) 
capital mobility and, 378; cash-in- 
advance constraints and, 347; 
consumption and, 25; current 
account balance and, 33; deficits 
and, 43-44, 64; demand and, 66-67, 
125, 131; desired wealth and, 31; 
economic growth and, 180; exchange 
rates and, 29, 374n. 1; fiscal 
contraction and, 7, 130, 137; fiscal 
expansion and, 6, 1 1 ,  28, 49, 62-63, 
81, 84, 138, 229-30, 270, 307; fiscal 
policy and, 39-54, 80, 273-307; 
foreign, 336n. 14; government 
borrowing and, 229-30; government 
deficits and, 47-48, 51, 5811.10, 274, 
289, 304; government spending and, 
236, 260, 291-93; imports and, 68; 
inflation and, 333, 346; international 
asset portfolios and, 53; 
international borrowing and, 341 ; 
investment and, 39, 44; less- 
developed countries and, 293; 
monetary demand and, 123, 15311. I; 
money balances and, 125, 168; 
money-jumps and, 140; oil price 
shocks and, 273; parity condition, 
123-24, 322; pension funding and, 
59n. 15; prices and, 67; production 
slowdowns and, 147-48; 
protectionism and, 280, 294-95; 
public spending and, 15311.3; 
Ricardian equivalence and, 2; saving 
and, 25, 29-30, 39, 44, 59n. 15; 
swaps, 197; tariffs and, 297; tax 
policy and, 206-7, 211-12, 322; 
trade intervention and, 276; utility 
function and, 383. See also Real 
interest rates 

Internationat Monetary Fund, 21 
International competitiveness. See 

Internationat economic interdependence, 

International financial markets. See 

International policy, coordination of, 

International reserves: balance of 

Competitiveness 

121-72 

Capital markets 

184-86 

payments and, 321, 326-32; 
consumption taxes and, 323-24, 333, 
33511.10; domestic credit and, 325- 
26; exchange rate and, 326; inflation 

tax revenues and, 333; interest- 
bearing, 322; monetary policy and, 
340; national debt and, 343; targets 
for, 16, 320-26, 343; tax policies 
and, 321, 33 1-32; wealth and, 326, 
33511.10 

Investments: asset accumulation and, 30, 
285; capital controls and, 370-71, 
373; capital intensity and, 357-58; 
capital markets and, 57n.5; capital 
mobility and, 57n. 1, 364; 
competitiveness and, 386; 
determination of, 283; direct foreign, 
366; elasticity of, 279; exchange rate 
and, 350; foreign aid and, 367; 
incentives for, 358-60, 373; interest 
rates and, 29, 39, 41; Keynesian 
effects on, 363; national, 361-64; in 
OECD nations, 351; population 
growth and, 351, 367; procyclicality 
of, 377; productivity and, 50; risk 
premiums and, 144-46; saving 
relationship, 350-53, 361-73, 376- 
77, 383; stock trading, 197; taxes 
and, 10, 50, 200, 350, 366, 373; trade 
balance and, 352; in U.S., 349. See 
also Capital stock 

Investment tax credits, 10, 200, 373 

Japan: capital exports, 371; current- 
account surplus, 49-50; deficits of, 
21, 39-52; dollar value and, 31; 
fiscal contraction in, 54; GNP vs. 
tax revenues, 178; saving-investment 
model, 30-39; structural balance of, 
256; unemployment in, 289; U.S. 
deficit and, 288 

Keynesian adjustment mechanism, 41 

Labor: capital ratio, 357; demand, 280, 
284; investment taxes and, 361; 
supply, 345, 353. See also 
Employment; Unemployment; Wages 

LeGrangian expression, 346 
Laissez-faire equilibrium, 187 
Leisure, 206-7, 334, 345 
Lending, 205. See also Borrowing 
Leontief paradox, 355 
Less-developed countries (LDCs): capital 

mobility and, 366; consumption of, 
287; debt of, 286, 293; export 
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demand and, 283; political risk in, 
378-79; protectionism and, 295; 
saving-investment correlation in, 
376; tax system in, 342; terms of 
trade in, 293-95, 297; trade 
intervention and, 276; U.S. export 
tariffs on, 14; world interest rates 
and, 274 

Life cycle, 65 
Liquidity: economic activity slowdowns 

and, 149; reduction in, 70, 141, 144. 
See also Capital 

Lucas-tree economy, 223 
Lump-sum taxes, 151, 177, 180 

McKibbin-Sachs Global (MSG) 
simulation model, 4-5, 78-120 

McKinnon rule, 4-5, 73, 75, 79, 84-89, 

Macroeconomic equilibrium: Bruno 
95-97, 102, 104-5, 114 

method of, 356; capital mobility and, 
353; Cobb-Douglas assumption and, 
357; computation of, 27, 222; fiscal 
mix and, 62; goods markets and, 
202-3, 221; models for, 79, 122, 172, 
314-16; monetary economy and, 15, 
309-48; and Nash equilibrium, 85, 
88-90, 116. See also Balance of 
payments 

risk and, 158, 163; cautious, 152; 
cooperative, 73-74; coordination of, 
121-72; and export of instability, 
158, 161; forecasting effects of, 156; 
in open economy, 70 

Maintained external balance hypothesis, 
369-73, 377, 379 

Marginal utility, 204, 317, 328 
Markets, goods vs. assets, 80 
Mercantilists, 310, 318-19 
Merchandise trade, 33-34, 45. See also 

Trade 
Monetary contraction: currency strength 

and, 87-88; exchange rate and, 83- 
85; inflation and, 95-96. See also 
Fiscal contraction 

Monetary expansion, 142, 152; budget 
deficit and, 192; demand shocks and, 
104, 171; net exports and, 192; 
production slowdowns and, 148; 
supply shocks and, 171. See also 
Fiscal expansion 

Macroeconomic policies: allocation of 

Monetary policies: balance of payments 
targets and, 340; competitiveness 
and, 141; contractionary, 83-85, 87- 
88; demand shocks and, 170-71; 
economic shocks and, 95-96, 149; 
exchange rates and, 85-89, 131-37, 
146, 256; exogenous shocks and, 
125-30; fiscal policy and, 4, 85-89, 
121; in industrial economies, 73- 
120; inflationary shocks and, 115; 
international reserves targets and, 
340; lag time of, 151; multipliers for, 
77-78; OECD coordination, 73-120; 
oil price shocks and, 274; production 
slowdowns and, 148; social welfare 
functions and, 106; speculative 
bubbles and, 143; stabilizing actions 
and, 151-53, 193; stickiness of, 140; 
transmission of, 78-79. See also 
Fiscal policies; Money supply 

Monetary shocks, exchange rates and, 
105, 107, 160-63 

Money. See Capital; Currency; Exchange 
rates 

Money supply: competitiveness and, 125; 
demand shocks and, 104; fiscal 
contraction and, 6-7, 130, 132, 169- 
70; fiscal expansion and, 83-84; 
interest rates and, 125; 
macroeconomic models, 4; 
maintenance of, 136; money-jump 
policies, 139-40; noninflationary 
increase in, 150; permanent growth 
increases in, 141; world, 75. See 
also Capital demand; Dollar; Fiscal 
policies 

Money-in-utility function, 346-47 
Monopoly power, 38411.6 
Mortgage requirements, 364 
Motion, equations of, 134 
Multipliers, fiscal-monetary policy, 77-78 
Mundell-Fleming model, 4, 76-79, 192, 

Mundell model, 114-15, 122, 156-57, 159 
217, 306 

Nash equilibrium, 85, 88-89, 116, 186 
National-expectations models, 168 
Nationalization, 366, 371 
National savings. See Savings 
Neutrality proposition, 190 
Numerical dynamic programming 

methods, 91 
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Oil, 273-86, 303 
Open economy models, 8-10; 

equivalence in, 321; fiscal expansion 
in, 229, 231, 259, 262n. 1 ; Ramsey 
theory and, 310; redistribution of 
income in, 173-95; savings vs. 
investment taxes, 352; tax policy in, 
14, 309, 352-61; two-country 
models, 121-95, 197-227, 229-71; 
U.S. as, 381 

Optimization models, 8, 172 
Options, trade in, 197 
Organization of Economic Cooperation 

and Development (OECD): capital 
mobility and, 366; commodity 
market clearing equation, 281; 
coordination of policies, 4, 73-120; 
and current account, 14, 273-307; 
development aid and, 274; fiscal 
policies in (1979-84), 288-93, 304; 
flat import tariff for, 293-95; income 
redistribution and, 303; real interest 
rates in, 292; savings-investment rate 
correlation, 18- 19. See also speciJic 
issues, nations 

Organization of Petroleum Exporting 
Countries (OPEC), 280, 285-86 

Output: budget constraints and, 325; 
capital intensity and, 355; 
competitiveness and, 125, 128; 
consumption smoothing and, 198; 
cyclical variations in, 198; demand 
for, 123; demand shocks and, 103; 
determination of, 134; exchange rate 
and, 161-63; factor supplies and, 
33411.2; fiscal contraction and, 88, 
137, 167, 169-70; fiscal expansion 
and, 95; full employment and, 247; 
government deficits and, 43; 
government spending and, 15311.3, 
209; investment incentives and, 359; 
monetary policy and, 95-96, 193; 
price shocks and, 104; production 
function relationship, 40; production 
slowdowns and, 148; reductions in, 
147-48; speculative bubbles and, 
143; stabilization of, 170; subsidies 
and, 325, 329, 33611.14; substitution 
effect, 208-9; supply functions, 313; 
targets for, 92; taxes and, 339; trade 
balance constraints, 318; welfare 
and, 86. See also Productivity 

Pareto-optimality, 158, 180, 184-85, 382 

Pension funds, interest rates and, 5911.15 
Phillips curve, 80, 93, 123, 129, 131, 133 
Policy, defined, 120 
Political equilibrium, 199-200 
Population growth, 351, 367-68, 377 
Portfolio models, 9. 53, 123-24, 270-71, 

338. See also Asset(s); Capital 
stock; Wealth 

President’s Commission on International 
Competitiveness, 17, 349 

Prices: arbitrage and, 202; balance of 
trade targets, 344; capital stock and, 
187; consumption and, 80, 342, 357; 
corporate taxes and, 354-55; 
elasticity of, 384; equity, 10; 
exchange rates and, 104, 107, 117; 
fiscal contraction and, 169-70; fiscal 
expansion and, 62-63, 81; fiscal 
policy and, 156, 219; fixed price 
model, 76-79; global levels, 133; 
import-export demands and, 53; 
interest rates and, 67; international 
reserve targets and, 325; investment 
incentives and, 359; oil, 273-74; 
price taker corporations, 69; 
production subsidies and, 329; public 
spending and, 153; savings and, 179- 
80; shadow, 181, 185; sticky, 13, 81; 
stochastic shocks, 93-94; tariffs 
and, 318, 331; taxation and, 324; 
trade patterns and, 275; utility 
maximization and, 178; wealth 
targets and, 319; welfare function 
and, 86; zero net trades and, 203. 
See also Consumption; Inflation 

Private savings, 1; calculation of, 32, 34, 
56; government deficits and, 25-26, 
32-33, 43-44; interest rates and, 
29-30; measure of, 26; net exports 
and, 30; net wealth and, 2. See also 
Savings 

Productivity: capital demand and, 188; 
experiments for, 224; growth vs. 
savings rates, 367-68; investment 
and, 50; shocks, 9, 193, 309 

Profit, 354, 371 
Protectionism, 280, 294-95. See also 

Purchasing power, 181, 189, 378-79 
Subsidies; Tariffs 

Ramsey theory, 309 
Random walks, 268-69 
Rational expectations, 217, 219 
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Reagan administration, tax incentives, 

Real estate, savings and, 364 
Real exchange rates: asset substitution 

and, 244; current account balance 
and, 26-30; dynamics of, 214; 
expected rate of change (ERDOT), 
41; fiscal expansion and, 11, 229-71; 
inelastic trade balance and, 239; net 
saving and, 21-70; random walks, 
268-69; structural budgets and, 67. 
See also Exchange rates 

Real interest rates: desired wealth and, 
3 I ; domestic prices and, 67; fiscal 
expansion and, 11, 229-71; rate of 
time discount and, 172; tariffs and, 
14, 273-307. See also Interest rates 

contraction and, 130, 167; floating 
exchange rate and, 136; global, 7; 
inflation and, 131; money balance 
stickiness and, 140; tax base and, 
343 

373 

Recessions: causes of, 83-85; fiscal 

Reserves. See International reserves 
Revenue base, tax cuts and, 288 
Revenue function, 276-77 
Revenue targets, 339n. 1, 342-43. See 

also Tax policies 
Ricardian equivalence theorem: 

aggregate time series and, 9, 14, 28, 
174, 189-93; discount rates and, 
301 ; open economy models and, 32 I ; 
policy targets, 338-40; private agent 
lifetimes and, 33511.7; tax policies 
and, 269, 341-42 

Ricardo-Barro debt neutrality. See Debt 
neutrality 

Risk: asset markets and, 198; aversion, 
374n.3; country-specific, 1 I; 
hedging, 9; pooling of, 163; sharing 
of, 219; in stochastic world, 223 

Risk premiums: bond-financed expansion 
and, 249; currency collapse and, 
141-42; government debt, 139; 
increase in, 144-46; neutralization 
of. 150 

Savings: age correlation, 367; balanced 
budget expansion and, 246; capital 
markets and, 57n.5; capital mobility 
and, 57n. I, 350, 361, 364; capital 
stock valuation and, 69; coefficient 
of, 368-69, 377; competitiveness 

and, 386; dissaving, 198-99; 
domestic investment and, 116; 
Feldstein-Horioka model, 369; fiscal 
deficit and, 47-48, 51, 53-54, 289, 
368-69; foreign aid and, 367; 
government expenditures and, 292, 
297; government policies and, 198- 
99; incentives for, 357-59; income 
effect, 39; in industrial economies, 
21-70; interest rates and, 25, 39, 41, 
59n. 15, 64-65; investment 
relationship, 17-19, 23-29, 39-54, 

Keynesian effects, 363; military 
expenditures and, 377n.3; in OPEC, 
285; oil price shocks and, 273; 
population growth and, 351, 367-68; 
prices and, 179-80; procyclicality 
of, 377; productivity growth and, 
367-68; public vs. private sector, 
25-26; tax policies and, 350-51; 
trade balance and, 352; wealth and, 
31, 314, 320. See also International 
reserves; Private savings 

Service account: balanced budget 
expansion and, 242-45; bond- 
financed expansion and, 248; foreign 
asset holding and, 259, 263n. 10; 
government spending and, 242; 
modeling and, 239; surpluses, 12 

350-53, 359, 361-73, 376-77, 383; 

Shadow prices, 181, 185, 342 
Shocks. See speciJc types 
Social product, redistribution of, 173 
Social rate-of-time discount, 90 
Social Security, 13; debt of, 381 n.2; 

national income and, 289, 291; 
variables, 368 

Social welfare. See Welfare 
Specialization, postwar increase in, 39 
Speculation, currency collapse and, 141 
Spending. See Government spending 
Stagflation, avoidance of, 150 
Stochastic models: comparative statics, 

221 -26; difference equation, first- 
order, 100; government policy and, 
199-200; macroeconomic policy 
coordination and, 5 ,  73-120; 
monetary disturbances, 90 

Stock. See Capital stock; Investments 
Subjective discount factor, 31 1 
Subsidies: consumption and, 328; of 

exports, 340; importables, 325; 
international borrowing and, 324, 
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Subsidies (continued) 
329-30, 332; international reserves 
and, 332; prices and, 318, 331; of 
production, 325, 329; in Ricardian 
economy, 342; substitution effects, 
330; trade balances and, 316; 
transfer payments and, 314 

Substitution: degree of, 12, 234, 243; 
income effects and, 214; 
international financial markets and, 
225-26; marginal rate of, IS, 319, 
324; private portfolios and, 124, 314; 
real exchange rate and, 114, 244; 
risk aversion and, 37411.3; savings 
and, 39; taxes and, 206, 208-9, 318; 
trade balance and, 33511.10 

Supply functions, 280, 313 
Supply shocks, 150, 170-71 

Tangency conditions, 322 
Tariffs: balance of trade targets and, 340; 

borrowing taxes and, 343; 
competition and, 74; consumption 
and, 200; government deficits and, 
293-95, 303; interest rates and, 14, 
297; prices and, 318, 331; utilities 
and, 320; welfare and, 309 

Tax policies, 10; aggregate effects of, 
217; balance of payments and, 309- 
48; bonds and, 247-59, 270; 
borrowing and, 15-16, 211-12, 331, 
341-43, 345; capital costs and, 375; 
capital intensity and, 355; capital 
mobility and, 17-19, 349-50; capital 
stock and, 360; collection costs, 
342-43; competitiveness and, 349- 
86; consumption and, 206-9, 301-2, 
323-24, 332, 339; cyclical taxes, 
152; depreciation and, 269; efficiency 
losses and, 138; fiscal expansion 
and, 81; foreign interest income and, 
145; imports, 325, 340; income- 
smoothing, 190; interest rates and, 
235, 322; international reserves and, 
16, 321, 331-32, 33511.8; long-run 
effects of, 354-55; lump-sum taxes, 
11, 151, 177, 180, 262n.2; 
macroeconomic objectives, 3 10; 
marginal rates of substitution and, 
324; in open economies, 14-15, 309, 
352-61; optimal, 309-48; prices and, 
342; procyclical, 174, 191; on 

production, 325, 339; productivity 
shocks and, 309; progressive taxes, 
191; Ramsey theory, 309-10; Reagan 
administration and, 373; reduction 
effects, 360; risk premiums and, 
141-42; savings and, 350-51; 
substitution effects, 208-9, 330; 
timing of, 8-9, 68, 193; trade and, 
293-95, 304, 311, 316, 33511.10; 
transfer payments and, 314; wealth 
and, 198, 211-12, 319-20; welfare 
and, 173, 186, 320, 330. See also 
Income taxes 

Technology, government deficits and, 194 
Terms of trade: competitiveness and, 

349; elasticity of, 246; fiscal policies 
and, 274; improvement of, 221; 
welfare and, 279. See also Exchange 
rates 

Time consistency, defined, 91 
Time-series analysis, 363, 377n.2 
Trade: budget constraints and, 325; 

capital formation and, 188; 
competitiveness, 17; fiscal policy 
and, 2%; government spending and, 
10; intertemporal vs. intratemporal, 
14; interventions, 13, 16; less- 
developed countries and, 276; 
policymaking and, 156; postwar 
liberalization and, 39; prices and, 54; 
volume calculation, 39. See also 
Terms of trade 

expansion and, 240-47; bond- 
financed deficits and, 256-59; capital 
mobility and, 186, 351; consumption 
and, 331, 33511.10; corporate income 
taxes and, 375; current account and, 
350; depreciation and, 236; elasticity 
of, 239; exchange rate and, 231, 233; 
fiscal expansion and, 229; foreign 
assets and, 238; foreign claims and, 
352; government deficits and, 8,  
57n. 1, 174-75, 186; inflation and, 
38111.2; open economies and, 182; 
prices and, 344; productivity 
increases and, 188; Ricardian 
models, 340; savings and, 352; 
targets for, 15-16, 316-18, 325; 
taxes and, 17, 311, 318, 33511.10, 
341-42, 373; theory of, 183, 226; 
US., 12, 15, 310, 373, 385; wealth 

Trade balance: balanced budget 
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and, 318-20, 331. See also Balance 
of payments; Current account 
balance 

Trade theory, 183, 226 
Transaction technology, 333 
Transfer payments, 14; competitive 

equilibrium and, 185; efficiency 
losses and, 138; financing of, 314; 
government spending and, 288; 
model for, 312; as negative taxes, 
289, 305; wealth redistribution and, 
198. See also Social Security; Tax 
policies 

Transfer programs, debt of, 38111.2 

Unemployment: exchange rate and, 157; 
export of, 158; global, 7; 
government dissavings and, 289; 
macroeconomic targets and, 91; 
price level and, 140. See also 
Employment; Labor; Wages 

United Kingdom: budget deficits of, 289- 
91; capital exports of, 371; fiscal 
expansion effects and, 175-76; and 
public sector surplus, 288; structural 
balance of, 57, 256 

United States: bond-financed deficits of, 
255-59; capital exports of, 371-72; 
competitiveness of, 380-81 ; 
consumption model, 30-39; current- 
account deficit of, 49; as debtor 
nation, 373; defense budget of, 289; 
deficits in, 39-52, 175-76, 288-89; 
demand shocks and, 102-4; dollar 
exchange rate collapse and, 146; 
fiscal contraction in, 130-41; fiscal 
expansion in, 48-49, 54, 62-63, 81- 
85; and fiscal policy tightening, 121; 
GNP vs. tax revenue in, 175-76; 
national net worth of, 69; net 
exports vs. deficits of, 175-76; and 
public debt outstanding, 69; saving- 
investment correlation in, 377n.2; 
structural balance deterioration of, 
255; tax cuts in, 288; unemployment 
in, 289 

Utility functions: budget constraints and, 
355; Cobb-Douglas analysis of, 355- 
57, 385; consumers and, 178, 217, 
380; government spending and, 204; 
homothetic, 190; leisure and, 345; 
lifetime, 317; logarithmic, 218; 

maximization of, 187, 202-3; money 
demand and, 328; risk-aversion, 270; 
risk sharing and, 212; tariffs and, 
320; WISH, 279. See also Marginal 
utility; Welfare 

Variables, 142, 224 
Velocity shocks, 105 

Wages: capital expropriation and, 371; 
economic shocks and, 104; 
investment incentives and, 359; 
military, 104; price changes and, 93, 
99. See also Employment; Labor; 
Unemployment 

Walras’s Law, 233, 287 
War, savings rates and, 367-68 
Wealth: adjustments to, 32, 360; bonds 

and, 233, 269; calculation of, 56, 
210-11; capital inflows and, 
263n. 17; capital stock effects, 69; 
composition of, 31; credit growth 
and, 326; debt and, 65; depreciation 
and, 236; exchange rates and, 50, 
271; external, 319; government and, 
212; interest rate and, 64-65, 212- 
13; international reserves and, 326, 
332-33, 335n. 10; investment 
incentives and, 359; marginal utility 
of, 204, 208, 2151x5, 317; 
productivity increases and, 188; 
redistribution of, 198; savings and, 
31, 314, 320, 367-68; speculative 
bubbles and, 143; targets, 15, 31, 
311, 318-20; tax policy and, 211-12, 
319; trade balance and, 320, 331; vs. 
welfare, 320. See also Income; 
International reserves 

Wealth of Nations, The (Smith), 310 
Welfare: balance of payments and, 330- 

31; budget constraints and, 338; 
consumption taxes and, 324; demand 
shocks and, 171; determination of, 
222; enhancement of, 91; fiscal 
policy and, 85-89, 115-16, 119-20, 
221; international reserves and, 321; 
intertemporal function, 97; lump- 
sum taxes and, 177; maximization 
of, 74, 92, 173-81; no-intervention 
benchmark, 318; in open economy, 
183; Pareto-optimum, 184-85; 
quadratic function, 98; reducing 
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Welfare (continued) West Germany. See Federal Republic of 
Germany 

WISH utility, 279 
World Bank, 366 
Yen, dollar and, 31. See also Japan 

targets, 340; revenue targets and, 
342; tariffs and, 200; tax policy and, 
173, 309; terms of trade changes 
and, 279; trade balances and, 316- 
17; wealth and, 319-20. See also 
Utility functions 




